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Compensation as a Strategic Tool

Introduction
To remain competitive, work-
places are implementing a vari-
ety of changes: self-managing

units have job boundaries that cut
across traditional organizational
lines, empowered workers with
broad and varied knowledge are
actively participating in organiza-
tional decision making, and new pro-
duction methods are resulting in a
greater variety of low-volume cus-
tomized products.

While the work companies do and
how they do it have shifted signifi-
cantly, companies' reward and salary
structures have remained largely the
same. Job classification schemes too
often reinforce limited technical
skills in narrowly defined jobs, piece-
rate pay systems reward high-volume
runs of a limited number of standard
products, and many performance

In a survey of 531 large and mid-

sized companies. 91% reported mak-

ing significant changes in their corpo-

rate culture, but only 47% realigned

pay programs to support the changes.
Respondents reported that changer

are needed in salary programs (73%),

short-term incentives (84%), and long-

term incentives (74%). Hay Group

evaluation systems support minimal
cooperation between departments.

A properly designed compensa-
tion/pay system can be a strategic
tool to enhance a firm's competitive-
ness. New approaches to pay more
closely tie pay to performance,
rather than to tenure and entitle-
ment. They encourage organization-
al performance and enhance closer
connection between employ.2e and
organizational goals by enabling
employees to more fully share in the
rewards and risks of the enterprise.
Variable pay, a core element in new
pay approaches. also helps compa-
nies promote long-term employment
security by providing for pay reduc-
tions during economic downturns.
Through variable pay, "pain" is
spread throughout the organization,
rather than concentrated in specific
job losses.

The strategic use of compensa-
tion systems involves developing
compensation programs that sup-
port the business strategy, reinforce
organizational structure, and
enhance the desired culture of the
organization. While some companies
are transforming their traditional
compensation practices to support
the changes in strategy, structure,
and culture in the new workplace,
many are not.

if you answer "yes" to these
questions, you are ready for

new pay!

j Do you think that your traditional
pay system is not getting the job done
and must be changed?

Are you willing to move from a cul-

ture of tenure and entitlement to one
of performance. empowerment.

employee involvement, teamwork, and

organization-employee partnership?

j Are you ready and willing to focus
on the group, instead of the individ-

ual, as the unit of measurement, and
on variable pay as the primary focus
of your total compensation strategy?

j Are you willing to determine base
pay on skills and the external labor

Market, rather than only.on internal
equity?

rj Can you accept that indirect pay
bears little relationship to desired per-

formance and therefore is of sec-

ondary value to the total compensa-
tion strategy?

j Are you willing to tie pay to organ-
izational success so that employees

and the organization have a vested
interest in each other's success?

Are you willing to permit active

involvement by employees in organi-

zational issues that affect them?

This Workforce Brief will show
that:
Ulnnovative companies are adopt-
ing new pay practices to support
their workplace transformations and
increase company flexibility. These
new pay practices revolve around
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changes in base pay, variable pay.
and indirect pay.

jTwo new pay approaches skill-
based pay and group variable pay
plans exemplify innovations in
base pay and variable pay. New
approaches to indirect pay are wide-
ly populai. as all companies attempt
to contain their benefit costs.

New pay practices are not right
for every company. Four simple
steps can help you determine if
they're rig1.t for your company and
get you started using compensation
as a strategic tool.

Traditional and New
Approaches to Pay

Innovations in pay revolve around
three key elements: base pay. vari-
able pay, and indirect pay.

Base Pay
Base pay is the base salary or

wage paid to an individual for his or
her work. Base pay represents what
the organization will pay to fill jobs
or hfie people with the proper skills.

j Traditional Approach: Base pay

is established Using a job evaluation
methodology that establishes inter-
nal equity across positions in the
company. A person is paid for the
content of the job or the specific
tasks that are performed. Labor mar-
ket wage surveys on a sample of
jobs are used to anchor the entire
wage system to the external labor
market.

j New Approach: Employees are

paid base pay according to the eco-
nomic. market. or strategic value
that their individual jobs and skills
have to the organization. External
equity market wage is a driving
factor. Internal equity is of concern
within broad job functions. Base pay
changes affect positions or individu-
als and reflect changes in the eco-
nomics of the labor markets in
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which the organization elects to
compete for talent. This gives man-
agement more flexibility to hire and
retain people in the positions that
make the greatest contributions to
the firm's strategic objectives.

Variable Pay
Variable pay is any form of direct

pay that is not folded into base pay
and that varies according to perfor-
mance. Variable pay is used to
reward individual, team. business
unit. and/or organizational perfor-
mance results that change from per-
formance period to performance
period.

JTraditional Approach: Individual
variable pay is emphasized and
applied to a limited class of employ-
ees. primarily executives or upper-
level managers. Piece-rate systems
may be implemented at the shop
floor level.

j New Approach: Coverage under
variable pay pians is expandi'd. ideal-
ly to include all classes of em lov-

ees. Group performance, rather than
individual perfor-
mance. becomes
the basis of vari-
able pay. This
enables manage-
ment to flexibly
reward employees
for performance
that makes the
organization suc-
cessful and con-
trol pay costs
when the organi-
zation is less suc-
cessful.

Indirect Pay
Indirect pay. or

benefits. include
retirement and
health plans, paid
leave, and other
miscellaneous ben-
efits.

j Traditional Approach: Benefits
surveys of competitive companies
are used to determine appropriate
benefits and benefit levels. The pri-
mary goal is to provide sufficient
benefits to remain competitive in
the labor market. This approach gen-
erally results in spending more
money on employee benefits with no
expectation of a measurable return
on investment.

j New Approach: Analysis starts
by defining the level and cost of ben-
efits the company is willing to pro-
vide. Within these limits, the compa-
ny strives to provide a basic level of
employee protection and benefits.
emphasizing benefits that are attrac-
tive to the organization's employees.
rather than similar to those offered
by other employers. The primary
goal is to contain indirect pay costs

1 through active cost management
and cost sharing with employees in
order to free dollars to spend on
direct pay, particularly variable pay.

Compensation Trends:
1995

(j Bonuses are expected to be given

at 30% of companies this year. up

from 25% last year. Towers Perrin

j Forty-two percent of the compa-

nies responding to a compensatiOn

practices survey plan to implement

performance-based alternative reward

systems in the next two years.

Wyatt Company

(J Almost half of companies will

change their compensation program

over the next two years. Profit shar-

ing was the most popular change in

1994: for 1995. broadbanding (com-

bining job classifications) and team

pay are the most likely change's.

Coopers & Lybrand

New Pay
Systems

Organizations
that want to
encourage employ-
ee performance
and gain a compet-
itive advantage
through their pay
systems are lessen-
ing job classifica-
tions, truncating
pay structures, and
terminating indi
vidual incentive
pay systems. These
firms are adopting
innovations in
both base pay
(such as skill-based
pay) and variable
pay (such as gain
sharing and profit
sharing).

NATIONAL WORKFORCE ASSISTANCE CoLLABORATIvE



Base Pay: Skill-
Based Pay

Skill-based pay,
or pay for knowl-
edge, compensates
employees for the
range, depth. and
types of skills they
possess. It repre-
sents one of the
fastest growing
innovations in
compensation. A
recent survey con-
ducted by the
Center for
Effective
Organizations
shows that half of
the Fortune 1000
firms are using
skill-based pay
with at least some
uf their employees,
and expect to

New Pay Systems in
CM-Made

In 1985. Cin-Made and the Lotted

Paperworkers International l'nion
instituted profit-sharing and pay-for-

knos.-1-dge systems in the small.

Cincinnah based packaging company.

Contract wages were locked at 1984

levels. and a merit increase system

was instituted to reward employees
for attaining additional skill levels.

In the first year. 18% of pre-tax oper-

ating profits xvere distributed to

employees based on hours worked.

Sales increased from S41X)00 per

employee in 1985 to S103.000 per

employee in 1992. ( )ver time, fixed

wage costs fell as a percent of

Cin-Made's average profit-shar-

ing bonus for the last three years
was 36% of base wage

increase usage in
the next two years.

The centerpiece of skill-based pay
is the flexibility to link pay to a
wider range of tasks and skills than
is possible in a pay program that
focuses only on the duties and
responsibilities of a job. Skill-based
pay systems provide explicit rewards
for participation in training pro-
grams and skill acquisition. and thus
they provide incentives for employ-
ees to acquire more knowledge.

The typical implementation of a
skill-based pay system involves a
number of components. These
include:

j Identify Skills. A list of all need-
ed skills in an area is generated
through employee involvement in
skills identification and a skill audit
by a team of experts. These process-
es identify both the specific skills
that are needed to perform the
required work and the varying levels
of complexity and application in
these skills. (Current efforts to
determine industry skill standards

NATIoNm, \VolthroRcE AssisTANCE

may provide a
foundation for
identifying skills.)

',A Create Skill
Blocks. Skills are
arranged in skill
blocks based on
how they will be
performed by
employees. There
are three major
dimensions on
which skill blocks
can be created:

>. Depth:
Deeper know-
ledge and pro-
ficiency in the
specific skills
pertaining to
one work
area. e.g.,
learning more
advanced
manufactur-

ing techniques or more
machine operations in a parti-
cular area.

). Vertical: Administrative and
leadership skills for upward
advancement in the organiza-
tion's hierarchy, e.g., learning
more about production: inven-
tory control, record keeping
responsibilities. SPC analysis,
leading team meetings, etc.

0- Horizontal: Developing skills
in other work areas in the com-
pany for lateral movement
among the skilled jobs.

j Establish Training Program. A
program must be developed to
ensure that employees are given ade-
quate opportunities for training and
rotation. Issues to consider include
skill-block sequencing, minimum and
maximum completion times required
for training, training materials and
procedures. and the extent to which
the organization will assume respon-
sibility for providing skill-acquisition
opportunities.

J Establish Testing and
Certification Program. Most skill-
based programs pay employees for
demonstrated skill gains. Thus the
system must have tests or measures
to determine if an individual has
learned a skill, and certification and
record keeping systems to track skill
acquisition.

j Determine Pay Rates for Skill
Levels. The foundation of skill-based
pay is paying more as employees
demonstrate that they are obtaining
and using more and more skills valu-
able to the organization. Determin-
ing the appropriate wage level car.
be difficult, since traditional wage
setting procedures are not based on
skills. However, the market value of
skills in a skill-based pay program
can be established by assembling
skill blocks into "jobs" and compar-
ing these to job pricing systems, or
pricing skill blocks and adding up
the "economic value." Whatever
method is used. employee percep-
tions that skill-based pay is fair com-

' pared to what others outside and
inside the organization receive for
comparably skilled performance is
critical to the plan's success.

Paying workers under a skill-
based pay system for simply acquir-
ing skills and knowledge only makes
sense if the more skilled workers
can be used effectively in the pro-
duction process. For this reason,
skill-based pay is usually implement-
ed in concert with much larger and
more profound changes in produc-
tion systems that require increases
in employee knowledge and skills.

Variable Pay: Gain Sharing and
Profit Sharing

Organizations that want to
remain competitive must control
base pay and reward performance
with variable pay. Wherever practi-
cal. new variable pay plans focus on
groups of employees. Two of the
most common group variable pay
plans follow:

.\(;F: 3



j Gain Sharing.
Gain sharing plans
pay dividends to
groups of employ-
ees who are instru-
mental in bringing
about improve-
ments in productivi-
ty. cost. quality, and
financial measures.
Under a typical
gain sharing plan. a
base level of output
and wages is deter-
mined. along with a
method for valuing
any improvements.
In general. award
distribution in gain
sharing is either a
common-dollar
amount per employ-
ee, a common per-
centage of base pay,
or a common
amount per hour
worked. Spme gain
sharing plans
reduce employees'
wages if productivi-
ty or quality fall or
costs rise.

Skill-Based Pay in an
Automotive Components

Supplier

ln establishing its skill-based pay

system, a joint labor-management
steering committee at an automotive

components supplier identified 17

non-exempt occupational areas and

designed skill blocks for each. The

number of advancement opportuni-

ties in the design varies from two

levels for security guards and supply

room attendants to five levels for

jobs in the press and machine main-
tenance departments. The company
certifies five types of skills within

each work area skill block: quality.
cost. delivery. morale, and safety.

Skills are certified through demon-
strations, interviews, and; or record

reviews. A review team consisting

of a work area leader, individuals

from the next two levels of manage-

ment. and a work area peer observes

and assesses demonstrations of skill

proficiency. Employees must wait

12 months between applications for

certification at an additional skill

level,
j Profit Sharing.
Profit sharing is
similar to gain sharing in that it
links pay to firm performance.
although in this case the outcome
variable is profit rather than produc-
tivity gain. Profit sharing distributes
a portion of an organization's profit
to each employee, with amounts
being calculated as a percentage of
each employee's base pay. Distribu-
tions can be made in cash or in com-
pany stock or can be deferred in a
qualified trust. the latter usually ear-
marked for retirement.

Implementing a poorly designed
or ill-suited variable pay plan can do
more harm than good because
employees will inevitably receive
mixed. even conflicting, messages
from the organization about its val-
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ues and priorities.
A number of ele-
ments should be
taken into consid-
eration when
designing a vari-
able pay plan in
order to avoid per-
ceptions of
exploitation and
manipulation.
These elements
include the follow-
ing:

a Purpose and
Eligibility. A clear
purpose be it to
improve group per-
formance. increase
employee involve-
ment, or enable
pay to vary with
performance
linked to the busi-
ness plan, is criti-
cal to effective
design and imple-
mentation. A clear
statement of pur-
pose should help
identify the
group(s) that will
participate in the
variable pay plan.

j Measures. Measuring improve-
.ment is the core of new variable pay
because it provides the justification
for sharing money with employees.
Potential improvement measures
include profit. financial ratios, quali-
ty, customer satisfaction, and pro-
ductivity. The measures selected will
partially determine where the money
will come from to fund the variable
pay plan. Acceptable measures of
performance should be:

Relevant to both the organiza-
tion and the employees. i.e.,
the organization wins measur-
ably if goals are made, and
goals are within the influence
of the plan participants:
Simple enough for the
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employees who participate in
the plan to understand them.
while still being accurate and
appropriate: and
Easily communicated. i.e..
employees know what they
are asked to do to earn the
rewards and how they are
progressing toward the
rewards.

j Payout. There are a number of
technical questions that must be
addressed regarding the payout of
any reward. These include:

How will awards be distri-
buted once performance
measures are attained?
Over what period should per-
formance be measured and
evaluated?
How often should awards be
granted?

Both gain sharing and profit shar-
ing require and reinforce a partner-
ship between the organization and
its employees. The partnership is
solidified if there is a "win" when
the plan is first implemented. This
means that a variable pay plan
should be practical, workable, and
likely to produce positive results.

Indirect Pay
The constant increases in costs

have made almost all companies
advocates of new approaches to indi-
rect pay. These approaches try to
enhance the value of benefits to
employees while simultaneously low-
ering their costs. Illustrative
changes under new approaches to
pay include helping employees pur-
chase benefits on a pre-tax basis:
using health maintenance organiza-
tions or preferred provider net-
works: allowing employees to pur-
chase additional life insurance:
establishing a single paid time off
account covering sick, vacation, and
holiday time: including indirect pay
goals in gain sharing plans (e.g., sav-
ings in sick and disability days): and
establishing flexible benefit plans



that allow employ-
ees to select the
benefits of most
value to them.

Steps
Toward
New Pay

Compensation
strategies.should
support and
enhance organiza-
tional change.
Attempts to
improve perfor-
mance simply by
manipulating com-
pensation pack-
ages have proven
counterproductive.
However, reorga-
nizing work
processes to capi-
talize on employee
skills and partici-

Harford Systems. Duracool
Division. Gain Sharing Plan

The Harford gain sharing plan was

designed hy a cross section of employ-

ees from all levels in the plant. Each

month, actual performance is calculat-

ed based on performance levels for

productivity, quality. safety. and

finance. Net performance change from

an existing baseline is used to establish

the dollar value added to the employee

pool. (Fifty percent of the performance

improvement goes to the company and

50% to the employees.) A 20% reserve

is deducted from the employee pool to

cover payout if performance is up but

profits are down. and the balance is

paid out. The payout is distributed

'quarterly. Each participating employee

receives the same dollar amount and

everyone, except the president. partici-

pates in the plan after a minimum

tenure at the company.

pation has
improved performance, especially
when combined with employment
security, gain sharing, and incen-
tives to take part in training.
Although new approaches to pay are
not likely to be the only factor that
will help move a company toward a
more positive future. they are clearly
the only way to make employee pay .
a constructive catalyst for this
change. Four steps can start you on
your way to using compensation as
a strategic tool:

Clarify Your Compensation
Goals. Organizations that decide
to implement a new pay plan
need to be clear about the goals
and expectations for the program.

Top management. in particular,
should provide a clear statement
delineating the appropriateness
of new pay approaches to the
business direction and goals of
the organization. Managers
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should articu-
late how new
pay plans cm-
tribute to
ongoing orga-
nizational
changes. rein-
force specific
short-and long-
term company
goals, and/or
help ensure a
strong cus-
tomer focus.

The various
elements of
new pay sys-

tems should
be put togeth-
er in ways that
are appropri-
ate to your
company.
There is no set
package of ele-
ments and no
fixed schedule
for implement-

ing a new pay system.

t/ Assess Your Company Culture.
New approaches to pay create a
partnership between the organi-
zation and its employees, a part-
nership that requires increased
levels of employee participation.
involvement in decisions. and
empowerment to affect the work
environment. Employee readiness
and a culture supportive of
employee involvement are critical
to establishing this partnership.
To determine an organization's
readiness for new approaches to
pay (or to identify what must be
done to facilitate new pay sys-
tems). look at the levels of:

Communication (upward,
downward. and horizontally)
within the organization.
Employee understanding and
support of the mission, goals,
and obiectives of the organi-
zation.

Belief that employees them-
selves improve productivity,
quality, and results,

)1. Teamwork and collaboration
within the organization.
Employee trust in manage-
ment. and
Employee understanding of
'how the organization's prod-
ucts or services fit into the
market and are perceived and
used by the customer.

The greater the understanding,
support. and teamwork, the more
easily a partnership can be
formed and employees can help
the organization be successful.

i/ Start a Partnership. The new
view of pay provides that organi-
zations effectively use all ele-
ments of pay to form a partner-
ship between the organization
and its employees. Through this
partnership, employees can
understand the goals of the orga-
nization, know where they fit in
accomplishing these goals,
become appropriately involved in
decisions affecting their contribu-
tion to the goals, and receive
rewards to the extent that they
help the organization attain the
goals. A good way to begin this
partnership is to form an employ-
ee-management task force, with
employees selecting tr. ir repre-
sentatives, to design the new pay
system.

In a unionized work setting, it
is important to engage the labor
organization as a partner, recog-
nizing the legitimate role of the
union leadership as a change
agent. The collective bargaining
agreement serves as the basis for
any examination of compensation
and benefits, and any changes in
compensation and benefits must
be negotiated through the collec-
tive bargaining process.

Communicate. Communication
must occur on at least three
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fronts. Top management must
clarify how the change in pay fits
into the organization's mission.
strategies, and goals, and must
demonstrate support for the
change. The new pay system
development task force must com-
municate the design of the new
program. answer questions. and

Research Results:
Variable Pay

Firms that introduced a specific

gain sharing plan demonstrated an

average cumulative productivity
:mprovemem of l5"i, three years

after initial implementation. ,:oin-

pared with an average 6". increase

in comparable manufacturing firms
without gain sharing. -- Kaufman.

1992.

The U.S. General Accounting

Office found that those firms with
gain sharing plans in place for more

than five years averaged an annual

29% reduction in labor costs.

A review of 27 formal economet-

rics studies found that the use of

profit sharing was generally associ-

ated with 3.5 to 5% higher produc-

tivity. measured through value
added or sales per employee. The
productivity increase for small and

mid-sized firms was over 11%. The

estimated effects also were greater

for plans ill firms where payouts
: we, e more generous and were made

immediately. Kruse. 1994.

Forty-four percent of 432 com-

1 pensation plans examined in one

study showed gains from profit

sharing. The annual gains per
employee reported ranged from
S370 to 58.880. with an average

return of S1.34 for every dollar

invested (34% return). imerican

Compensation .Issociation.

P Ci

support the change. Employees'
supervisors must ensure that
employees understand the change
and lead employees to accept the
program and work toward achiev-
ing the program's goals.
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